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English Exam for 1999 


“Reconsideration of Import Substitution”, by Henry J. Breton, Journal of Economic 
Literature June 1998, pp. 903-936. 


The following texts contain two sections from the above article by Henry J. Breton. The 
exam has 15 questions or statement based on these two sections. Each question or 
declaration relates to the arguments of the text. The questions are sub-divided into 3 to 4 
declarations numbered from 00 to 04. Your job is to agree or disagree with these 
declarations. Read the setions and mark "C" if you agree with the declaration or "E" if you 
disagree. 





Section 3.1. Reflection of the Market Solution 


The view that a more or less free market would not solve the development problem was 
widely accepted. The problem was not market failure in the usual textbook sense 
(externalities, decreasing costs, etc.). Rather, the notion was that the division of labor 
between the rich countries and the poor ones seemed to doom the latter to permanent 
poverty. The most widely cited evidence was data purporting to show that the net barter 
terms of trade had turned against the developing countries over the decades prior to 1940. 
Raul Prebisch, Hares Singer, and others calculated many such series that seemed to show a 
secular deterioration in the terms of trade of the poor countries. Prebisch's explanation that 
the gains from productivity growth in the North resulted in rising wages, not falling prices, 
due to the monopoly power of both labor and firms in the North, was widely accepted. In 
the South, dependent mainly on agricultural and mineral exports, there was lower 
productivity growth, and surplus labor, weak unions, and competition among exporters held 
down wages. The rewards of productivity growth in manufacturing activities were thus not 
available to importers of such products in the South. 


Also cited as a source of difficulties were Engel curve arguments that the income elasticity 
of demand for agricultural products and raw materials in the North declines as incomes 
reach higher and higher levels. If exports lagged behind the growth of income in the South 
for this reason, then import substitution of some kind must take place to protect the balance 
of payments, or growth would slow or stop. Widespread protection of agriculture in many 
rich countries exacerbated this effect. Added to all this was the argument that cyclical 


changes in the North resulted in reduced employment and income, and hence import, rather 
than in falling product and factor prices. while in the South it was wages and prices that 
responded to downturns. 


The specific arguments about the terms of trade were buttressed by more general views that 
the market was an instrument that kept poor countries poor and rich countries rich. There 
were several reasons for such views. Men who led independence movements had lived their 
adult lives during two world wars and a devastating worldwide depression that severely 
penalized the South. Predictions in mid to the late forties were generally to the effect that 
the post-World War II world economy would resemble that of the 1930's. Though the years 
1870 to 1914 were fairly satisfactory, that period was hardly fresh in any decision maker's 
mind, and at that date, Europe and the United States had been growing steadily for 50 to 75 
years, while most of the rest of the world's population remained mired in severe and mass 
poverty. In addition, the Keynesian ideas that even a perfectly functioning market may not 
ensure full utilization of resources were becoming widely accepted. The conclusion for 
many policy makers and professional economists was clear: the "structure" of the 
economies of the developing countries had to be changed in fundamental ways if they were 
to compete on equal terms in the world markets, and a market mechanism could not bring 
about this sort of structural change. 


The Soviet Union's experience had yet to be understood very well, and many otherwise 
informed economists and political leaders were impressed by w-hat evidence was available. 
The great evils of the Stalin era were not widely known. It was known, however, that 
growth during the 1920's and 1930's had been quite remarkable. The USSR's commitment 
to central planning and to large-scale, capital intensive industrialization was especially 
appealing to those countries that put great weight on becoming a world economic power. 


India was such a country, and the Indian effort was widely regarded as a model by other 
developing countries in the 1950's. The defense of the investment in heavy industry rested 
on strong assumptions that there were economy-wide effects on productivity growth 
created by a domestic capital goods sector; furthermore, economic independence required a 
country to have its own large-scale capital goods sector. 


This view of development was most clearly articulated by P.C. Mahalanobis of the Indian 
Statistical Institute, who argued that the countries must not only change their structure, but 
must change it by creating a domestic heavy capital goods sector. The Indian Second Plan 
(1956-61) was greatly influenced by the Mahalanobis view. Wilfred Malenbaum (1962, p. 
87) shows that the investment allocation for the second plan was virtually equivalent to that 
worked out by Mahalanobis in his operational research exercises (Mahalanobis 1955). In 
both, about one-third of total investment was allocated to "basic investment goods," about 
18 percent to industrial consumer goods, and 17 percent to agriculture. Equally important, 
there was essentially no effort to allocate resources optimally in the usual sense. Other 
people showed that the objectives could have been achieved with less capital than the plan 
called for, and that more jobs could have been created. Such findings were not looked upon 
as especially relevant (or accurate), given the assumed (but not measured) externalities and 
the importance of the economic independence objective. 


Mabhalanobis' argument fit well with the structuralism of Prebisch and his Latin American 
colleagues. There it was widely assumed that factor prices, especially wage rates and the 
exchange rate, had little effect on the quantity of such factors demanded or on the choice of 
production techniques; output and its composition were the determining factors. In Latin 
America more than elsewhere, the strong structuralist view prevailed that wage rates could 
be high in order to attack the poverty problem with no cost in terms of employment. 
Similarly, the exchange rate did not matter much for exporting, so its value could be set to 
achieve other objectives, such as inducing capital formation or dampening inflation. 


Given these arguments, many students and policy makers in much of the world believed 
that the appropriate strategy for development was to replace imports from the rich North 
with their own domestic production. Large-scale comprehensive planning, rather than the 
market, was assumed to be the appropriate instrument, even though the understanding of 
how to design and implement a plan was as primitive as was the understanding of growth. 


Questions 


1. The proponents of import substitution policies argued for some measures to protect the 
balance of payments because: 


00. The income elasticity of agriculture products and raw materials exported by developing 
countries was declining as the income rose. C()or E () 


01, The Engel's curve for goods and rave material exported by developing countries was 
very low. C()orE() 


02. The developing countries had to protect their agriculture sector because the rich 
countries also protected their own sector. C()or E () 


03. The agriculture sector in developing countries had to be protected because their level of 
capital investment was very low. C()or E () 





2. The proponent of import substitution argued that the market alone would not solve the 
disparities between the north and the south because: 


00. The terms of trade had turned against the poor countries in the decades previous to 
1940. C()orE() 


01. Some economists calculated a series of data showing that there was no evidence of a 
secular deterioration in the terms of trade of the poor countries. C()or E () 


02. The gains in productivity in the north did not translate in lower price, but rather in 
higher income. C()or E () 


03. As the income rose in the north proportionally less would be spent on agriculture goods 
and raw materials. C() or E () 





3. The proponent of import substitution also argued that the division of labor between the 
rich and the poor countries would doom the later to permanent poverty because: 


00. Monopoly power of unions in the north would protect labor against wages decline 
relative to productivity gains. C () or E (). 


01. In the north the wages were kept lower because of labor surplus. C () or E (). 


02. Weak labor organization in the developing countries also accounted for lower wages in 
the south. C() or E(). 





4. The text shows that the proponents of import substitution also pointed to structural 
differences between the north and the south economies. 


00. The cyclicle down turn in the north led ultimately in reduction of imports rather than 
the fall of factor prices. C()or E () 


01. Slower growth in the north exacerbated the trade deficits of the developing economies 
leading to a further decline in the terms of trade. C() or E(). 


02. The struturalists argued that the market was feeble to solve the problems of 
development because, even in the north when it was functioning perfectly, it did not insure 
a full utilization of resources. C () or E() 





5. The text points out that the structuralist position was stronger in Latin America than in 
other parts of the world. 


00. It was assumed in this region (Latin America) that factor prices had a large impact in 
the level of employment. C ()or E () 


01. The economists of the region argued that factor prices had little effect on the quantity 
of factors demanded. C ()or E () 


02. The economist of the region argued that output and its composition, not prices, 
determine the amount of factor demanded. C()or E () 


03. The economists of the region also argued that the choice of technique had a greater 
influence in the utilization of factors than did factor prices. C()or E () 





6. According to the author, the arguments of the structuralist led to the conclusion that: 
00. It was necessary for autarky development policies for the south. C () or E(). 
01. Planning rather than trust in the market was a better solution. C() or E(). 


02. The south did not know how to design or implement the plans and had even a lesser 
comprehension of the growth process. C() or E(). 


03. Replacing the imports from the north with their own domestic product would lead to 
development. C () or E(). 





7. Developing countries, especially India, were impressed by the performance of the Soviet 
Union with its emphasis on heavy capital industries. This lead to: 


00. The development of the capital goods industries believing that it would produce a spin 
off that would result in productivity growth in other sectors. C () or E (). 


01. The attention to investment industry, especially in the Indian plans, gave less emphasis 
to job creation than to capital formation. C() or E(). 


02. The critics asserted that, in the case of India, the results could not be achieved with less 
capital. C() or E(). 





8. The authors point out that the proponent of structuralism ignored the long trends and 
based their analysis in brief periods. 


00. The author argued that the long depression in the United States and Europe served as an 
important example to buttress the conclusion that import substitution was the right policy. 
C( Jor E() 


01. Unfortunately there were no examples of long term growth in these regions. 
C() or E() 


02. Because the policy makers ignored the long trends they concentrated their effort 
protecting wages and sacrificing job creation. C()or E () 





9. You have answered some questions about the economic argument supporting import 
substitution, but there were other reasons, according the author. 


00. Institutional influences led many young economist to accept and desiminate these 


views. C() or E() 


01. Most leaders of these nations (southern) spent their time in the developing countries 
between the two world wars and were aware of the effect of depressions C() or E(). 


03. The leaders in the south predicted that after the Second World War the economic 
conditions in the north would prevail in the south. C ()or E () 


04. The development experience of the Soviet Union was not fully understood yet, but its 
planning had a great effect especially in India. C() or E() 





Section 3.2. Key Role of Capital Formation 


These ideas put primary emphasis on capital formation as the source of growth. The most 
obvious difference between firms in rich countries and those in poor ones was the extent to 
which physical capital was available to work with the labor. There are virtually no data on 
capital/labor ratios for the early 195 Q's, but there is little doubt that this ratio was vastly 
higher in the North than in the South in virtually all sectors, except for foreign firms 
engaged in mining of one kind or another. Thus another policy objective eras to accelerate 
the rate of investment. This view was supported by a now-famous Arthur Lewis statement: 
"The central problem in the theory of economic growth is to understand the process by 
which a community is converted from being a 5 percent saver to a 12 percent saver"(Lewis 
1955, pp. 325-26). Tae nearest thing available to a formal theory of growth was that of Roy 
F. Harrod (1939. 1949), im which the only specified source of growth was capital 
formation. Harrod specified a simple relationship between increased output and increased 
capital--the incremental capital/output ratio (ICOR). This ratio was assumed to be constant 
due to technological factors. There were numerous estimates of the ICOR, and most plans 
made specific assumptions about its value for sectors and for the economy as a whole. Such 
estimates were widely used to determine the amount of new capital required to achieve a 
given growth target. Most observers considered domestic saving the primary constraint, 
and the earliest arguments for foreign aid rested on the assumption that the savings of the 
poor countries had to be supplemented by foreign savings if acceptable growth rates were 
to be achieved. 


The allocation of capital within the boundaries laid down with respect to structural change 
was an important issue. In some instances, the ICOR estimates were used as a criterion; 
that is; invest where the ICORs are smallest. There were efforts to identify specific 
objectives to be served by the new investment: for example to raise the saving rate, increase 
exports, maximize na employment effect, meet certain regional objectives, etc. Evidently 
this way of thinking revealed further doubts about an effective market answer. 


The capital goods sector :vas small or nonexistent in the newly independent countries, and 
most capital goods had to be imported. An obvious way to encourage investment was to 
maintain an exchange rate that kept capital's domestic price low. This could be most easily 


done by maintaining an overvalued exchange rate (or, less frequently, multiple exchange 
rates). Overvalued exchange rates (relative to a free trade situation) appeared as a means to 
encourage investment. This produced balance of payment pressures, and to counter these 
varieties of tariffs. import licenses, and exchange controls were put in place. Protection in 
many forms was afforded currently imported consumer durables (and now and then simple 
capital goods) behind which domestic production took place. Consumer goods (especially 
durables), rather than capital goods, were protected on the grounds that their costs of 
production in the developing country would be relatively less than those of capital goods, 
because production of the latter goods was assumed to be more capital intensive and to 
employ more complex technology. Where Mahalanobis' view strongly prevailed--India. 
Brazil, and possibly other large countries--domestic production of capital goods .:as 
encouraged by keeping out imports and by direct subsidies. Even in such countries. 
however, attention was given mainly to protecting the domestic market from importation of 
consumer durables. 


Questions 


10. The author states that the Incremental Capital Out-Put Ratio (ICOR) was an important 
guideline for planned investment by public decision-makers in developing countries. 


00. Previous knowledge of ICOR data, for most industries during the 1950-decade, made 
planning easier. C()or E (). 


01. There was very little data for the ICOR during the 1950s. C()or E () 
02. The ICOR data were known only in the developed countries. C()or E () 
03. Most economic plans had to make use of estimated ICOR. C() or E () 


04. The ICOR was assumed to be constant due to technologic factors. C()or E () 





11. The structuralist put primary emphasis on capital formation. 

00. They argued that the firms in the north worked with a higher capital," labor ratio than 
the firms in the south even though there was no data available in the early 1950s to confirm 
this assertion. C() or E(). 

01. It was doubtful that these ratios were higher in the north. C() or E(). 


02. The foreign firms working in mining in the south were the only exception of the above 
assertion. C() or E(). 


02. To capitalize the economy in the south, it was necessary to increase the saving rate. 
C() or E(). 





12. The defense of import substitution led to the protection of some sectors in the south. 


00. The most protected sector was the light industry because it created jobs for the masses 
of unemployed workers. C () or E() 


01. The least protected sector was the durable consumer goods because their cost of 
production was less than capital goods industry. C () or E;) 


02. The consumer durable goods industries were protected with less tariff duties to attract 
capital from abroad. C () or E() 


03. The consumer goods industries were the most protected because they were capital 
intensive and employed intensive technology. C () or E () 





13. The author states that the policy makers used several instruments directed to implement 
their import substitution police. 


00. Among these, the control of the exchange rate, tariffs on imports and subsidies to 
protect the capital goods industry. C()or E () 


01. To attract investments to the capital, and to the consumers goods industries, they kept 
the interest rate high. C()or E () 


02. The capital goods were discouraged in favor of consumer goods because they were also 
capital and technologic intensive industries. C() or E(). 





14. Ideas and theories of some well-known economists reinforced the import substitution 
policies. 


00. Arthur Lews gave emphasis on capital formation. C () or E(). 


01. R.F. Harrod pointed out that the only source of growth was capital formation. 
C()or E() 





15. There was a consensus among these theoreticians that the saving in the south had to be 
increased. 


00. Most observers ignored these warnings. C() or E(). 


01. Most observers agreed that the main constraint to growth was the lower saving rate in 
the South. C () or E() 


02. There was no consensus about the saving needs to stimulate growth. C() or E() 


03. The poor savings rate in the south lead to the first ideas of foreign aid. C() or E () 


